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ALLOCATION OF INDIRECT COSTS

month differences. Month-to-month estimates
are required for hundreds of indirect expenses
in each overhead pool, and they can never be
precisely correct. For example, detailed inven-
tories of the many indirect materials and sup-
plies cannot be made each month in order to
know the actual amount used during a monthly
production period. Many estimates must be
made because management cannot wait until
the end of the year to find out what each job
costs. Further, many jobs will be completed
before the year ends and customers are con-
tinuously requesting proposals and quotations
that must include indirect costs. Therefore,
overhead is estimated at the beginning of the
year and applied to each job or product worked
on during the year. The basic idea of this ap-
proach is to use an average estimated overhead
cost without changing the overhead rate in cost-
ing specific jobs, products, or contracts from
day to day or month to month. Again, overhead
is managed in annual increments based upon
the contractor’s fiscal year.

The concept of a predetermined, “applied over-
head rate” is used in industry for allocating over-
head costs, for estimating purposes, and for
costing jobs completed prior to the end of the
year when actual costs will be known. The ap-
plied overhead rate is the ratio of estimated in-
direct costs for the contractor’s fiscal year to
the estimated business volume for some com-
mon, measurable, direct cost allocation base
factor for the same period. To correct a com-
mon misunderstanding, we note that although
“forward pricing rates” are commonly referred
to as “applied rates,” they are not the same rates.
Forward pricing rates are used only for gov-

Industry requires an accurate allocation of in-
direct costs to final cost objectives, such as com-
mercial products or specific government con-
tracts, for numerous reasons. From a financial
reporting perspective, it is necessary for the
proper valuation of inventories and for deter-
mining business segment profitability. From a
management perspective, it is necessary for
controlling costs and for internal decision-mak-
ing purposes, such as product pricing and capi-
tal investment decisions. In addition, in order
to do business with the government on a nego-
tiated cost basis, defense contractor manage-
ment must have accurate cost and pricing data
necessary for compliance with government con-
tracting requirements. From a program man-
agement perspective, the method used to allo-
cate indirect costs will determine the amount
of those costs that will be charged to each con-
tract.

ALLOCATION OF OVERHEAD

For overhead cost allocation purposes, compa-
nies look at overhead on an annual basis and it
is considered to be a “period” expense. The
period used is the contractor’s fiscal year, be-
cause it provides a natural business cutoff for
expenses. Consequently, this period usually
never coincides exactly with any government
contract period of performance. There are many
reasons why businesses view overhead on an
annual basis. Many overhead type expenses will
vary significantly from month to month.
Changes in business volume from month to
month could significantly affect overhead rates.
Seasonal variations, such as heating and air con-
ditioning requirements, cause large month-to-
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ernment contracting purposes and the
contractor’s applied rates have not been reduced
for many costs that the government will not pay.
The applied rates represent the contractor’s best
estimate of what he expects his total costs to
be, including any unallowable expenses. The
contractor’s applied rates will always be greater
than the rates used for government contracting
purposes. We will discuss forward pricing rates
later after we have addressed government re-
quirements for allowability of indirect costs in
Chapter 6.

The basic formula for all indirect cost rates is:

rate = indirect cost pool expenses
     allocation base

In computing overhead rates, the estimated in-
direct costs in each cost pool is the numerator
and the estimated direct specific allocation base
for that cost pool is the denominator. The pre-
determined rate should produce an equitable
allocation of indirect costs among numerous
final cost objectives, such as government con-
tracts. The estimated rate is applied to the in-
curred cost on each job on a cumulative basis
each accounting period. Of course, there will
always be a difference between the overhead
costs generated by applying the predetermined
estimated rate and the actual overhead costs.
The estimated overhead rates are adjusted to
actual rates as soon as the actual data are known
at the end of the accounting period.

Each direct allocation base is calculated based
on a projection of the forecasted direct activity
which, in turn, is derived from the estimated
sales for the same period. The estimated sales
are the total sales for both government and com-
mercial business. Any significant error in esti-
mating sales will result in a significant error in
the predetermined rate. Therefore, the accurate
development of the business base is very cru-
cial to the rate development process. We will

discuss the very important subject of sales fore-
casting, which is crucial to the management of
overhead costs, in greater detail in Chapter 5.

The direct allocation base selected for a given
overhead cost pool must be common to all con-
tracts worked on as it becomes the measuring
device for allocating joint, indirect costs to con-
tracts. On a historical basis, the most common
method of applying overhead costs has been
direct labor cost. Direct labor cost has been used
because it is readily available from business
records and because it has traditionally been
such a large, common, direct cost component
of total costs. The importance of direct labor as
an allocation base is changing and later we will
discuss this change in more detail.

Exhibit 6, “Final Overhead Rates,” takes a more
detailed look at the computation of overhead
rates in a large company. It shows the overhead
rates that would apply to the eight overhead
pools in our example of a typical defense con-
tractor. For educational purposes, we used di-
rect labor dollars as the basis for allocating the
indirect cost for all overhead pools except ma-
terial handling, where direct materials was con-
sidered to be a more appropriate allocation base.
For example, in recovering the indirect costs
associated with particular contracts during the
year, each dollar of engineering direct labor
worked on a contract will be burdened with an
engineering overhead of 125.95%. In addition,
the engineering direct labor and overhead, plus
any added labor and overhead that may be ap-
plicable to work on the contract from other cost
pools, will be burdened with general and ad-
ministrative expenses; however, a G&A rate
cannot be computed in our example until total
IR&D/B&P expenses are computed and trans-
ferred into the G&A cost pool. The necessity
for this transfer will become clear later when
we discuss the methodology for allocating G&A
expenses.
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INDIRECT COSTS ENG FAB ASSY TOOLING MATERIAL PRODUCT PRODUCT OFF G&A
HANDLING “A” “B” SITE

Salaries & Wages:

Supervision $     3,701 $   19,674 $     6,246 $        729 $     4,235 $        177 $        301 $        260 $   21,982

Supervision $     3,701 $   19,674 $     6,246 $        729 $     4,235 $        177 $        301 $        260 $   21,982

Indirect Labor 33,310 91,811 28,105 4,666 33,876 694 1,157 1,214 88,636

OTP 925 18,362 4,164 198 42,345 59 141 87 2,836

Training 5,552 1,202 520 255 2,879 231 347 130 2,978

Idle Time             19           219           104             24             85               1               2 3

 Total Salaries & Wages $   43,507 $ 131,267 $   39,139 $     5,872 $   83,420 $     1,162 $     1,948 $     1,692 $ 116,432

Fringe Benefits:

Health & Life Ins $   29,609 $   40,768 $   17,175 $     4,008 $     6,288 $     1,851 $     3,701 $     1,388 $     1,595

Workmen’s Comp 1,851 31,041 12,491 1,093 5,336 116 231 173 4,432

Annual Leave 7,402 8,744 4,164 972 2,287 463 925 347 3,900

Holiday 9,253 10,930 5,205 1,214 1,906 578 1,157 434 2,482

Sick & Pers Lv 3,701 7,651 3,123 559 953 231 463 173 1,773

FICA Taxes 14,804 17,488 8,327 1,943 3,049 925 1,851 694 1,578

Unempl Taxes 1,851 2,186 1,041 243 381 116 231 87 1,064

Retirement Plan 16,655 19,674 9,368 2,186 3,430 1,041 2,082 781 2,570

Savings Plan        3,701        4,372        2,082           486           762           231           463           173        2,322

  Total Fringe Benefits $   88,827 $ 142,853 $   62,977 $   12,703 $   24,391 $     5,552 $   11,103 $     4,250 $   21,716

Supplies/Svcs:

Operating $        925 $   18,624 $     6,402 1,241 4,235 29 35 106

Maintenance 37 1,093 520 121 898 5 12 21

Perishable Tools 1,110 9,181 4,372 1,020 51 30 8

Cal & Cert 370 656 312 73 34 23 46

Office Supplies           925           874           427             97           728             60             46        1,950

  Total Supplies/Svcs $     3,368 $   30,429 $ 412,033 $     2,553 $     5,945 $        147 $        148 $     2,078

Other Expenses:

Travel $     7,032 $     1,749 $        833 $        194 $     8,469 $        160 $        319 $     8,864

Telephone 4,626 1,093 520 121 1,186 289 578 10,016

Busn Meetings 925 66 31 20 593 60 21 1,773

Employee Relocation 555 44 21 5 102 40 81 124

Dues & Subscriptions 370 46 21 8 31 18 35 1,773

Employee Welfare           185           334           159             37             38             23 46           121

Total Other Expenses $   13,694 $     3,331 $     1,585 $        386 $   10,418 $        590 $     1,081 $   22,669

Allocations:

Use & Occupancy $   60,653 $   98,423 $   31,705 $   13,785 $   27,845 $     3,860 $     7,719 $   31,705

Computing Svcs 22,465 14,145 4,160 2,496 14,145 1,165 1,331 23,297

Operations Svcs 556 33,381 20,665 2,384 18,280 397 636 3,179

Industrial Eng        5,464        2,484        1,987

Total Allocations $   83,675 $ 151,413 $   59,014 $   20,652 $   60,270 $     5,422 $     9,687 $   58,181

Total Indirect Expenses $ 233,070 $ 459,294 $ 174,748 $   42,165 $ 184,445 $   12,874 $   23,966 $     5,942  $ 221,076

Allocation Base DL$ $ 185,055 $ 218,597 $ 104,094 $   24,289 $   11,566 $   23,132 $      8,674

Allocation Base DM$ $ 1,693,812

Overhead Rates 125.95% 210.11% 167.88% 173.60% 10.89% 111.31% 103.61% 68.50% (1)

 (1)  The G&A rate cannot be computed until IR&D/B&P costs are transferred into the G&A cost pool (see Exhibit 7).

Exhibit 6. Final Overhead Rates (In Thousands)
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Assume that a defense cost-type contract, in-
cluding some Product A input, had the estimated
direct labor and materials content as shown in
Exhibit 7, “Contract A Estimated Costs.” The
application of the overhead rates to the direct
costs would be made by multiplying the appro-
priate overhead rates times the estimated direct
costs. Note that the Product B overhead rate is
not applied to this contract. The overhead rates
are applied only if the applicable direct cost
used as a base for allocating overhead was used
on that particular contract.

If the estimate of projected direct allocation base
is too high, too little indirect cost will have been
applied to contracts. If the estimate of projected
allocation base is too low, too much indirect
cost will have been applied. In addition, the
actual indirect cost incurred in each overhead
pool will realistically always be greater or less
than estimated costs. Therefore, the actual in-
direct costs incurred will always differ from the

amount of indirect costs applied to contracts.
When actual costs are less than applied costs,
overhead is said to be overapplied or
overabsorbed. When actual costs are greater
than applied costs, overhead is said to be
underapplied or underabsorbed. If the differ-
ences are not a significant amount, overapplied
or underapplied overhead would be credited or
charged to profit in the current year. However,
if the amounts involved are significant, they
would be assigned to the cost of sales and in-
ventory in the proportions in which the costs
during the year have been assigned to cost of
sales and inventory.

We will discuss the comparison of actual and
applied overhead costs later in more detail when
we discuss how industry uses the technique of
variance analysis for overhead cost control pur-
poses. To ensure that over- and underapplied
amounts are kept to a minimum, predetermined
applied overhead rates are revised during the

Engineering DL$ $      60,000

Engineering OH 125.95% 75,568

Fabrication DL$ 72,000

Fabrication OH 210.11% 151,279

Assembly DL$ 35,000

Assembly OH 167.88% 58,757

Tooling DL$ 18,000

Tooling OH 173.60% 31,248

Product “A” DL$ 6,000

Product “A” OH 111.31% 6,679

Off-site DL$ 2,000

Off-site OH 68.50% 1,370

Direct Materials 500,000

Material Handling 10.89%         54,447

     Total Cost Input $ 1,072,347

Exhibit 7. Contract “A” Estimated Costs
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year if there are significant changes in business
volume projections or in actual indirect ex-
penses.

The reader should keep in mind that the objec-
tive of cost allocation is to logically link the
indirect costs in each cost pool to the direct cost
allocation base. There should be a high corre-
lation between the direct cost allocation mea-
sure and the indirect costs in the overhead pool.
In order to accomplish a linkage, indirect costs
should be allocated in a proportionate amount
to the job or contract that caused the indirect
cost to be incurred. Therefore, the direct allo-
cation base should be a primary cost driver or
the work activity that causes overhead costs to
be incurred. If a causal connection cannot be
made, some other criterion, such as benefits
received, should be substituted. Certainly, the
allocation of overhead cost is not an exact sci-
ence and the methods of allocation can vary
significantly with contractors, but the method
used should give an equitable assignment of
overhead to the various products produced.

There are many direct allocation bases that have
proven to be acceptable for fairly distributing
overhead costs. The following are commonly
found in industry: direct labor dollars, direct
labor dollars plus fringe benefits, direct labor
hours, direct materials, prime cost (materials
and labor), units produced, machine hours,
meter readings, floor space, and cubic content.
Employee head count is sometimes used to dis-
tribute costs such as personnel department costs,
payroll department costs, cafeteria losses, and
medical department costs. Generally, a combi-
nation of several of these acceptable bases are
used dependent upon the particular circum-
stances.

The direct labor dollars base is usually used
when labor rates are relatively uniform and
when labor costs are significant in relationship
to total costs. The direct labor activity base is

most often used, because the data are readily
available from payroll and labor distribution
records and the method is simple and economi-
cal. In some cases, fringe benefits are included
as direct labor dollars as opposed to being in-
cluded in the overhead cost pool. When this is
done the overhead rate is dramatically reduced.
For example, in Exhibit 6, if we include the
engineering fringe benefits in the direct labor
base, the engineering overhead rate is reduced
from 125.95% to 52.67%. The numerator, or
engineering overhead, is reduced by $88,827
and the direct labor base is increased by a like
amount resulting in a revised engineering over-
head pool of $144,243 and a revised base of
$273,882. Although the overhead rate has been
dramatically reduced, total costs have not
changed.

Direct labor hours is a commonly accepted base
for allocating overhead costs when the employ-
ees are interchangeable, such as that sometimes
found in manufacturing operations. As an ex-
ample, if assembly overhead was based on di-
rect labor hours instead of direct labor dollars
as shown in Exhibit 6, and the number of direct
labor hours estimated to be worked in assem-
bly for the next year was 5,500,000 hours, the
assembly overhead rate would be $31.78 per
direct labor hour. If the skills required on vari-
ous contracts within a manufacturing operation
vary significantly, the direct labor hour method
may not be appropriate.

The use of machine hours as the basis for allo-
cating manufacturing related indirect costs may
be appropriate when machinery is heavily uti-
lized in production operations. The current
manufacturing trend toward the use of robotics
and numerically controlled production equip-
ment significantly increases the use of machines
on the factory floor. Unfortunately, machine
hours have not been as readily available in the
past as direct labor hours for use in allocating
overhead costs. However, management atten-



4-6

tion is being given to this area throughout in-
dustry and there is an increasing use of machine
hours as an acceptable allocation base. If ma-
chine hours was used as the basis of allocation
for fabrication overhead as shown in Exhibit 6
and it is assumed that 38 million machine hours
were forecast for the year, the fabrication over-
head rate would be $12.09 per machine hour.
One would expect future increases in the use
of machine hours as an overhead allocation
base, given the increased level of automation
with an attendant reduction in direct labor as a
significant cost of production. Some companies,
particularly in the electronics manufacturing
area, have experienced this reduction to such a
degree that direct labor now represents less than
five percent of product cost.

Material handling costs may be allocated
based on the physical quantity of direct ma-
terials as opposed to the dollar value of the
material. Also, more than one material han-
dling rate is often found, particularly when
high value materials or subcontracts require
procurement processes separate from those
required for lower priced, high-volume ma-
terials. The average cost or units produced
method is one of the simplest methods of
overhead cost allocation, as it merely distrib-
utes the costs equally to each unit of product
produced during the period. However, if the
products vary in size, weight, dimensions, or
require different amounts of material or time
to produce, this method results in an inaccu-
rate allocation of overhead costs. For gov-
ernment contractors the method of allocation
must be consistent with the Federal Acquisi-
tion Regulations and the Cost Accounting
Standards. We will discuss this further when
we address specific government requirements
affecting the allocation of indirect costs.
Again, the primary objective in selecting a
base is to use the method that most equitably
allocates costs to all work, government and
commercial.

Although good accounting practices promote
consistency, changes still may need to be made
once accurate allocation bases are selected. If
the nature of an indirect cost pool or allocation
base changes substantially (for example, be-
cause of the introduction of new products,
manufacturing processes, or organizational
structure changes), the existing methods of al-
locating indirect costs may require reevaluation
and change.

ALLOCATION OF GENERAL AND
ADMINISTRATIVE EXPENSES

Cost allocation relating to G&A expenses ac-
counts for one of the major differences between
commercial and government contracting. In the
commercial world, general and administrative
expenses are typically not allocated to contracts
but are considered to be period expenses that
are written off to cost of sales each year. How-
ever, for government contracting purposes, if
contractors did not allocate general and admin-
istration expenses to contracts, they would be
unable to recover their actual total cost, even
on cost-type contracts. It is important to note
that G&A is called out as a separate line item
on government cost performance reports
(CPRs), which relate to specific contracts.

Since G&A, by definition, represents the ex-
penses for the general management and admin-
istration of the business segment as a whole,
the G&A cost allocation base should be one that
represents the total activity of the business seg-
ment. If an expense is included in G&A and
does not relate to the total activity of the busi-
ness, then a question is raised as to why it should
not be taken out of G&A and be allocated sepa-
rately. The most commonly used base for allo-
cating G&A is total cost input. Total cost input,
a term seldom used outside of the government
contracting world, is defined as all costs ex-
cept those in the G&A cost pool.
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Exhibit 8, “Computation of the G&A Rate,”
shows how the total G&A cost pool is deter-
mined after a transfer of IR&D/B&P expenses
has been made to the G&A cost pool. IR&D/
B&P projects must be accounted for on the
same basis as if the work was being done
under contract. That is, the projects must have
a fair share allocation of all applicable over-
head cost added to the direct costs of the
projects. The total direct and indirect costs
for IR&D/B&P projects are then added to the
G&A cost pool. The G&A rate, thus deter-
mined based on total cost input as shown in
Exhibit 8, would be 12.24%. Applying this
rate to Exhibit 9, “Contract A Estimated
Costs,” the appropriate allocation of G&A to
the contract would be $131,262. The logic of
including IR&D/B&P in the G&A cost pool
is that this cost, like general and administra-
tion expenses, relates to the operation of the
business segment as a whole. In other words,
IR&D and B&P expenses are not G&A ex-
penses but are indirect expenses that must be
allocated on the same base as G&A. Many
defense contractors chose to have a separate
IR&D/B&P cost pool. If so, it must be allo-
cated on the same basis as the G&A pool.

Bases that are often used for allocation of G&A
expenses are total cost input, value added cost
input (total cost input minus direct materials
and subcontracts), and the single element of
direct labor. Although the cost of goods sold or
cost of sales base is often used in some busi-
nesses for allocating G&A type expenses, this
base cannot be used for government contrac-
tors that are subject to cost accounting standard
requirements. There are very stringent require-
ments regarding the accounting for general and
administrative expenses for government con-
tracting purposes and we will discuss them fur-
ther when we discuss CAS 403, Allocation of
Home Office Expenses, and CAS 410, Alloca-
tion of General and Administrative Expenses.
Again, the accounting for G&A represents one

of the most controversial areas in government
contracting.

The term “wrap rate” is sometimes used by
defense contractors to indicate the total cost or
“all-up” rate including overhead and G&A. For
example, assume that direct labor dollars is the
allocation base for engineering overhead and
total cost input is the base for G&A. If the en-
gineering overhead rate is 125% and the G&A
rate is 25%, the wrap rate or “all-up” rate for
engineers with an average hourly rate of $25
would be $70.31. Contractors often track wrap
rates from year to year for competitive analy-
sis and management control purposes. Wrap
rates usually do not include direct materials,
subcontracts, and materials handling, since the
content of these costs may be highly variable
for a given contract.

Although overhead and general and adminis-
trative rates of different companies are often
compared, as an indicator of efficiency, any
such comparison is of questionable value. A
high rate does not necessarily indicate that in-
direct costs are out of control nor does a low
rate indicate efficiency. In fact, a high overhead
rate could be the result of a contractor having
the latest and most efficient manufacturing pro-
cesses in his plant versus a contractor who is
operating with antiquated equipment and con-
sequently is using an excessive amount of di-
rect labor, which could cause the overhead rate
to be low if the rate was based on a direct labor
allocation base. As previously discussed, an
overhead rate merely represents the relation-
ship between one number, the indirect cost pool,
and another, the selected allocation base. Al-
though the numerator is always expressed in
dollars of indirect costs, the type and number
of indirect cost pools vary significantly by con-
tractor, and the allocation bases also vary. For
example, one contractor may have his receiv-
ing and inspection functions included in his
manufacturing overhead pool and another may
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G&A Cost Pool:

G&A Expenses (Exhibit 4) $    221,076

IR&D/B&P Projects:

Engineering Direct Labor $   69,600

Engineering Overhead 125.95% 87,658

Fabrication Direct Labor 3,900

Fabrication Overhead 210.11% 8,194

Tooling Direct Labor 1,450

Tooling Overhead 173.60% 2,517

ODC 543

Direct Materials 3,625

Material Handling 10.89%           395

Total IR&D/B&P Costs $    177,883

Total G&A Expenses $    398,959

G&A Allocation Base—Total Cost Input:

Total Less Total
Cost IR&D/B&P Cost Input

Engineering Direct Labor $    185,955 $   69,600 $    115,455

Engineering Overhead 233,070 87,658 145,411

Fabrication Direct Labor 218,597 3,900 214,697

Fabrication Overhead 459,294 8,194 451,099

Assembly Direct Labor 104,094 104,094

Assembly Overhead 174,748 174,748

Tooling Direct Labor 24,289 1,450 22,839

Tooling Overhead 42,165 2,517 39,648

Direct Materials 1,693,812 3,625 1,690,187

Material Handling 184,445 395 184,050

ODC 31,450 543 30,907

Product ”A“ Direct Labor 11,566 11,566

Product ”A“ Overhead 12,874 12,874

Product ”B“ Direct Labor 23,132 23,132

Product ”B“ Overhead 23,966 23,966

Off-Site Direct Labor 8,674 8,674

Off-Site Overhead 5,942 5,942

Total $ 3,437,172 $ 177,883 $ 3,259,290

G&A Rate 12.24%

Exhibit 8. Computation of G&A Rate
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have similar functions included in his materi-
als handling pool. The overhead allocation base
could include fringe benefits for one contrac-
tor while such costs are included in overhead
for another.

Contractors differ in the type of products they
produce, ownership of facilities, tooling and
equipment used, amount of government fur-
nished equipment, the number and types of gov-
ernment programs, company make-versus-buy
programs, and organizational structure. All of
these differences will significantly impact over-
head and G&A rates.

Another complicating factor that makes the
comparison of overhead rates an almost

meaningless exercise is that many companies
follow a practice of prorating or directly dis-
tributing certain types of costs as direct costs;
other contractors may consider the same costs
to be overhead. For example, administrative
or indirect labor in engineering may be dis-
tributed to jobs based upon the pure engineer-
ing direct labor hours worked by the sup-
ported engineering organization. This prac-
tice has a tremendous impact upon reducing
overhead rates: the numerator is reduced be-
cause indirect labor is taken out of the cost
pool and at the same time the denominator is
increased as the direct cost allocation base is
increased. There is tremendous flexibility in
accounting systems and in direct versus in-
direct classifications. Before any meaning-

Engineering DL$ $      60,000

Engineering OH 125.95% 75,568

Fabrication 72,000

Fabrication OH 210.11% 151,279

Assembly DL$ 35,000

Assembly OH 167.88% 58,757

Tooling DL$ 18,000

Tooling OH 173.60% 31,248

Product ”A“ DL$ 6,000

Product "A“ OH 111.31% 6,679

Off-Site DL$ 2,000

Off-Site OH 68.50% 1,370

Direct Materials 500,000

Material Handling 10.89%         54,447

Total Cost Input $ 1,072,347

General & Admin Expenses 12.24%       131,262

Total Costs $ 1,203,609

Exhibit 9. Contract “A” Estimated Costs
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ful analysis of overhead costs is undertaken,
one must thoroughly understand each

contractor’s accounting and indirect cost allo-
cation methods.


